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Let’s Take Another
Look at VAT

An Alternative Revenue Source

By Caroline D. Strobel

Talk of budget cuts and tax cuts
entices the voters. The Reagan ad
ministration, like others before it,
needs increased revenues to fund
the social security system. Payroll
taxes, the current source for social
security payout, have become
progressively more confiscatory, so
influential lawmakers again are ex
pressing interest in a value-added
tax (VAT) in the United States as a
substitute form of funding. This
movement has been led by Senator
Russell B. Long and Representative
Al Ullman. Interest in this new form
of taxation stems from the fact that
there are no excess funds available
to use from our general revenues.
The alternatives, an increase in cur
rent income tax rates or the present
federal deficit, are politically un
popular. Many low to medium in
come individuals currently pay more
taxes in the form of social security
tax than they do in income taxes.
Scheduled increases in both the
rates and wage base of social
security will bring continued resist
ance from the average American

taxpayer. VAT is discussed as a
possible alternative for the current
system of payroll taxes and as a
means of allowing reduction in in
come tax rates.

Evolution of VAT as a
Revenue Source
For a number of years VAT has
been considered as an alternative
source of revenue for the Federal
government. VAT dates back to
1917, when it was first introduced in
embryonic form in France. In 1967,
the European Economic Community
(EEC) issued two directives requir
ing member countries to implement
a VAT system by 1971. The purpose
was to harmonize the various tax
systems of the member countries to
facilitate the flow of exports and im
ports. Countries outside the original
EEC followed with their own VAT
system in anticipation of a merger
with the EEC and the eventual eco
nomic integration of Western
Europe. Today most countries in
Europe and South America have
adopted VAT. Recently Prime Minis

ter Margaret Thatcher proposed a
significant increase in VAT rates
while at the same time reducing in
come tax rates in order to stimulate
the faltering British economy.
In 1970 a Presidential Task Force
on Business Taxation considered
the possibility of adopting a VAT
system as a substitute, in whole or in
part, for one of the existing Federal
taxes. The Task Force rejected the
substitution of a VAT at that time, but
concluded that “should the need
ever arise for substantial additional
federal revenues, the government
should turn to the value-added tax or
to some other form of indirect taxa
tion rather than to an increase in
rates of the corporate or personal in
come tax.” In February, 1972, Presi
dent Nixon expressed an interest in
substituting a VAT for state and
local real estate taxes used for the
support of schools. At that time there
was considerable discussion about
the merits of a VAT as an alternative
form of taxation at the federal level.
Discussion was generally limited to
a comparison between VAT and the
current corporate income tax as far
as their relative economic impact
was concerned. More recently,
former Treasury Secretary William
Simon recommended the imposition
of a tax on consumption as a means
of complete tax reform in his report
entitled “Blueprints for Basic Tax
Reform. ” 1

The Imposition of a VAT
VAT is a tax on consumption. It is
levied on the value added to goods
and services at each step of the pro
duction-distribution chain. The tax is
indirect in that it is passed on to the
consumer in the form of higher
prices on the goods ultimately
purchased.
There are three different methods
for calculating and collecting a VAT:
the addition method, the subtraction
method, and the invoice or voucher
method.
The examples that follow on the
next page illustrate application of
each of the VAT methods: addition,
subtraction, and voucher.
The “addition” method adds
together payments made for the pro
duction services it used, payroll and
profit, on which a VAT has not been
levied, and subtracts changes in in
ventories and capital outlays.
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Payroll taxes are regressive.

Example: Addition Method
Wages
$140
Rent
30
Interest
10
Net profit
40
Total factor outlays
and net profit
$220
Deduct:
Increase in inventory
5
Capital purchase
2
__ 7
Base to levy VAT
$213
VAT at 5% rate
$10.65
Under the addition method, it is ap
parent that payers and recipients of
factor payments could be inclined to
understate the amount paid and
received. Both would benefit from
understatement in the case where
both an income tax and VAT are
levied. This administrative problem
is not present in either the subtrac
tion or invoice method of collection.
The “subtraction” method levies
the tax on the difference between a
firm’s total sales and the value of its
purchases including capital outlays
in the same time period.
Example: Subtraction Method
Sales
$300
Deduct
Purchased goods
85
Capital Goods
2
$ 87
Base to levy VAT
$213
Vat at 5% rate
$10.65
For either the addition or subtrac
tion method, all the information
needed to compute the tax is already
contained in the current federal in
come tax returns. There would not
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be any additional record keeping
required. It might be desirable,
however, to require filing on a much
more simplified form to facilitate an
orderly collection of the tax if either
the addition or subtraction method is
adopted.
The “invoice” method imposes a
value-added tax separately on each
sale. The tax due would be the valueadded tax levied on total sales less a
credit for the value-added tax that
had been levied on purchases.

used as a substitute in whole or in
part for income taxes, it would
stimulate savings and capital forma
tion throughout the economy.

Our system of payroll taxes is
regressive, taxing most heavily
workers in low to middle income
brackets. Social security is currently
funded by levying a flat rate of 6.65
percent on the first $29,700 of wages
earned by each employee. This
amount, withheld from the
employee’s paycheck, is matched by
the employer and remitted to the
Sales
$300
Federal government. Social security
VAT at 5% rate
15
is
also levied on self-employed in
Less VAT
dividuals
when they file their Federal
paid on purchases
4.35
VAT payable
$ 10.65 income tax return. VAT, viewed from
the perspective of the wage earner,
The invoice method seems to be would be slightly less regressive
the one most likely to be adopted in than social security because all con
the United States. It has been widely sumption would be taxed equally,
accepted in Europe and has worked not just the earnings of low and mid
successfully there. The major advan dle-income individuals.
tage of this method is that it is self
VAT is levied on consumption
enforcing. If the value-added tax is which is a more stable revenue base
not levied at some stage in the pro than income or payrolls. Therefore,
duction-distribution process, it federal revenues could be predicted
would eventually be levied at and budgets developed with a
another state. Only failure to levy greater degree of certainty. A newly
VAT at the final retail stage would imposed VAT would undoubtedly
cause a permanent loss in tax result in higher prices by the amount
revenues. In determining individual of the VAT levied, but at the same
liability for payment of VAT, proof of time reduced social security levies
VAT on purchases as well as VAT would provide more disposable in
added to invoices would have to be come for taxpayers.
available. New audit techniques
VAT could be used more effec
could be developed to assure a high
tively
as a tool of fiscal policy than
level of compliance. Monthly report
either
the income tax or social
ing, similar to that currently in exist
security
taxes. A temporary increase
ence for state sales taxes would
or
decrease
in VAT rates would pro
facilitate reporting and payment by
vide
a
strong
incentive to either
small firms and assure a steady flow
postpone
purchases
to avoid the
of revenue from VAT for the federal
higher tax rate or speed up
government.
purchases to take advantage of the
lower tax rate. Thus VAT would be a
The Economic Impact of VAT
VAT is a neutral tax because good tool of discretionary stabiliza
ideally it would apply equal rates to tion policy. Changes in rates would
all goods and services. It would not be reflected immediately in changes
distort decisions on the way con in consumer prices, thus stimulating
sumers spend their income or the or dampening the economy.
way goods and services are pro
VAT would provide an incentive
duced. The corporate income tax is for cost control. By cutting costs,
not neutral in that it penalizes equity prices can be lowered while still
forms of investment through double maintaining the same profit margin.
taxation of earnings and dividends. Since VAT is levied on selling price,
Interest earned on savings is also total price, including VAT, would be
taxed under our current system of more competitive. Similarly, reduced
taxation, which results in a disincen income taxes provide an incentive
tive against savings. VAT would be for cost control, but they take away
neutral between debt and equity as a 46 percent of any savings effected,
means of financing as it affects all thus there is less incentive to control
transactions equally. If VAT were costs. VAT, combined with a reduc

tion in income tax rates, would pro
vide an even greater incentive for
cost reduction than a reduction in
corporate rates along.
A consumption type VAT would be
more favorable to savings than the
income tax or the payroll tax. Capital
and labor would be treated equally
under VAT. The income tax leaves
two alternatives; pay the tax or in
vest in a tax shelter scheme, which
often will be unsound economically.
VAT is levied only on consumption
providing an incentive to invest and
save to avoid the tax. The increased
incentive to save would encourage
capital formation and put a damper
on inflation by helping to remove
some of the excess demand from the
economy. Increased capital forma
tion will raise real GNP, increase the
number of jobs available, and raise
productivity.
For the population as a whole,
VAT would be more regressive than
a payroll tax principally because of
consumption by low income in
dividuals, such as welfare recipients
and the aged, who are not heavily
taxed by the payroll tax. Thus these
groups would be more heavily taxed
than the young and middle aged who
are typically the wage earners. This
regressivity can be adjusted for
through changes in the level of
welfare-type transfer payments in
cluding social security. Additional
reductions in the regressivity of this
tax can be made by removing certain
classes of products, such as food
and drugs from the tax base.
There is a potential for greatly in
creased revenues with a tax based
on consumption. It is currently esti
mated that, with a broad-based VAT,
for each 1 percent rise in the rate of
tax, an additional $10 to $14 billion
would be realized in revenues. As
real growth and inflation continue
the base would increase, thus giving
rise to additional increases in
revenues. It would be possible not
only to provide adequate funding for
social security and other govern
mental transfer payments, but also to
allow selective reduction in collec
tions from corporate and individual
income taxes, possibly as part of a
broader tax reform measure to pro
mote capital formation.
Under proper conditions, a VAT
may promote United States exports
to other countries and help alleviate

the current imbalance in our interna
tional trade. To accomplish this, VAT
must replace some other general
tax. The income tax or payroll tax
would be examples of general taxes.
If the savings affected by reducing or
eliminating these taxes were passed
on to consumers in lower prices,
American exporters could compete
more effectively in international
markets. VAT would not be levied on
exports, but would be rebated to ex
porters on items shipped out of the
country. However, when goods or
services are imported into the United
States, a VAT would be levied at the
applicable rate. This would place im
ports and domestic production on an
equal footing, and should stimulate
purchase of domestic goods.

Base and Rate
Considerations
As previously stated, a broad
based VAT would bring in approx
imately $10 - $14 billion in revenues
for each 1 percent rise in the rate
levied on sales. A comparatively low
rate of 5 percent would produce
revenues of approximately $60 - $75
billion or approximately 15 percent
of the total revenues collected by the
United States Treasury in 1978. A
VAT rate of between 10-12 percent
would allow payroll taxes to be
eliminated completely under current
funding requirements. This rate,
however, might have to be increased
in subsequent years to meet in
creased social security outlays. A
VAT rate of 20 percent would pro
duce sufficient revenue to replace
existing income taxes in 1978. It can
be seen that a broad-based VAT is
an excellent means of raising large
amounts of revenue at relatively low
rates.
Europe has developed a consump
tion tax system which provides both
variable rates and exemptions from
the base. This is due in large part to
the fact that VAT developed out of
the multi-stage turnover taxes that
were in effect after the Second World
War in most European countries.
Typically, governmental and charit
able activities, interest, insurance,
and real estate rentals are exempt
from VAT because of inherent ad
ministrative problems with collection
and enforcement. Some countries
exempt such necessities as food and
drugs. To achieve these exemptions
a “zero rate” is provided so that a

VAT provides an incentive to
save, and invest, to avoid the
tax.

food retailer, for example, can apply
for a rebate of VAT paid from sup
pliers and pass the savings on to
consumers in the form of lower
prices.
If a VAT is adopted in the United
States, decisions will have to be
made concerning both the base and
rate to be used. The broader the
base, the lower the rate required to
raise a given amount of revenue.
When certain items are excluded
from the base VAT loses some of its
neutrality. On the other hand, ex
empting food and drugs from VAT
will reduce the regressivity of the tax
because low income individuals
spend a high proportion of their total
income on these items.
Efforts may be made to exclude
small business on the grounds that
they need some sort of governmental
aid in competing with big business,
such as the currently reduced cor
porate tax rates on income under
$100,000. It may also be claimed that
the tax will be administratively bur
densome and difficult to enforce with
small shopkeepers and business
men. Arguments will be heard to ex
clude interest, banking transactions,
insurance and other items from the
base by giving them a zero rate.
There seems little justification for
this. Adequate records are already
kept by businesses to enable them to
determine the amount of VAT due.
Currently, even small retail busi
nesses must keep records to deter
mine their state sales tax liability.
Pressure from special interest
groups such as housing or in
surance would probably be felt on
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ministrative ease and neutrality, a
single low rate applied on a broad
base would be most desirable.

VAT and Inflation

The broader the base, the
greater the neutrality of VAT.

Congress to exempt from VAT cer
tain segments of the economy.
These efforts should be resisted so
that economic distortions don’t arise
out of imposition of this new tax. The
broader the base, the greater the
neutrality of this form of taxation.
One criticism that has been
leveled against VAT is that it is a hid
den tax. In some countries VAT is in
cluded in the sales price and not
quoted separately. Efforts should be
made to insure that VAT is stated
separately on sales invoices. The in
voice method of collecting the tax
would help assure this. Clearly, it is
preferable for individuals to be
aware of the amount of taxes they
are paying the government.
European countries provided a
range of rates that are levied on
various consumption items. In order
for differential rates to be effective
they must be levied at the final stage
in the production-distribution chain.
Otherwise, the effect is merely to
shift the incidence of the taxing
process. Again, in the interest of ad

6/The Woman CPA, July, 1981

It is generally accepted that VAT
will increase the cost of living
directly. However, to the extent that
other taxes are reduced or elimi
nated, and these cost savings are
passed on in the form of lower
prices, the effect should be neutral.
Obviously, there will be some in
crease in the cost of living if VAT is
enacted into law. The extent of the
increase will depend upon the
amount of tax reductions as well as
the extent to which these reductions
are passed on to the consumer. In
creasingly, wages are being tied to
cost of living agreements. (COLA). It
seems likely that imposition of VAT
would initiate a round of wage in
creases due to COLA clauses in
labor contracts. The extent of this
effect is not clear but there would be
added impetus given to the rising
spiral of wages and prices.

and continued dialogue on this
means of raising large amounts of
revenue will be useful. A broad
based, low-rate VAT as a replace
ment for social security and/or lower
income tax rates deserves serious
consideration. Ω
NOTES
1Department of Treasury, Government
Printing Office (1/17/77), p. 9-12.

Summary
There is increasing interest in the
adoption of a VAT by the United
States, particularly as a substitute in
whole or in part for current Federal
payroll taxes. A broad-based VAT
would provide significant revenues
for the Federal government at rela
tively low rates. VAT is an econom
ically neutral tax which is passed on
to the consumer in the form of higher
prices. It is administratively efficient
to collect and has the advantage of
being self-assessing. Clearly VAT, if
enacted, will increase the cost of liv
ing. The extent of this increase is not
clear because there will be some
cost savings by the reduction in ex
isting taxes that it is replacing. In the
author’s opinion, the advantages of
VAT far outweigh the disadvantages
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